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Testimony of James E. Spearman Docket No. 2002-408-C

Q.

Would you pléas‘u‘a‘state for the record your name, bﬁsfness address
and position with the Public Service Commission of South Carolina?

My name is James E. Spearman. My business address is 101 Executive
Center Drive, Columbia, SC. I am employed by the Public Service Commission
of South Carolina as Research & Planning Administrator.

Please summarize your educational background and professional
experience.

I graduated from the Pennsylvania State University with a Bachelor of
Science in Mineral Economics and from the Darden School of the University of
Virginia with a Master of Business Administration. I received a Doctor of
Philosophy in Resource Economics from West Virginia University with
specialization areas in Regional Economics and Trade and Development.

My professional experience includes being a faculty member at the
University of South Carolina-Lancaster and Erskine College where I taught a
variety of economics and business courses. I also taught economics courses as
an adjunct professor in the Graduate Business Program of Morehead State

University. My experience also includes employment as an Economist at the

Federal Highway Administration, as a consultant at Foster Associates, Inc., and |

as a Senior Economist at Ashland Inc. I joined the Research Department of the
Public Service CommisSsion in October of 1990.
What is the purpose of your testimony?

The purpose of my testimony is to propose an inflation-based index

by which rates for flat-rate local exchange residential service and single-line

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA

101 Executive Center Drive, Columbia SC 29210 1
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Testimony of James E. Spearman Docket No. 2002-408-C

business service provided by a local exchange carrier may be adjusted
annually. Paragraph (B)(4) of Section 58-9-576 of the Code of Laws of South
Carolina Annotated states, “For those companies to which item (3) applies,
after the expiration of the period set forth above, the rates for flat-rate local
exchange residential and single-line business service provided by a LEC may
be adjusted on an annual basis pursuant to an inflation-based index.”

Do generally accepted inflation indices exist?

Yes. As a general rule, there are three indices that are used to
measure inflation: the Consumer Price Index (CPI), the Producer Price Index
(PPI), and the Gross Domestic Product price deflator (GDP-Deflator). The CPI
is sométimes referred to as the retail price index or the cost-of-living index.
The PPI is often referred to as the wholesale price index. Interest rates can
also be used as a measure of inflation.

Please provide some details describing the CPI and its usefulness as
an inflation-based index for the purpose defined in the statute.

The CPI measures inflation as experienced by consumers in their daily
living expenses. It méasures the price increase for a basket of domestic and
imported goods and services purchased for personal consumption by urban
households. The CPI does not capture the changes in buying or consumption
patterns that consumers make in response to relative price changes in goods
and services; nor does it account for quality changés in goods and services. It
is generally considered as an upper bound for inflation. Separate indices are

reported for All Urban Consumers (CPI-U) and for Urban Wage Earners and

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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Clerical workers (CPI-W). The CPI-U is the most common and is the basis o
my analysis.

Exhibit (JES-1) shows the CPI-U for All Items, South Urban All Items,
All Items less Food and Energy, and Education and Communications for the
years 1980-2002. Education and Communications is a new category created in
1993. I have included this category as it may be the most closely related to
telecommunications. Also shown in Exhibit (JES-1) is the percent annual
change in the CPI for éach category. The percent change in the CPI is really
more meaningful that the index itself.

Chart 1 plots the CPI for each category. The CPI for each category
follows the same general trend. CPIs are highest for All Items less Food and
Energy category and lowest for thé South Urban All Items category. The CPIs
for the All Items category lies between the others. CPIs for the Education and
Communications category are not comparable to the others because of the
different base year. However, when the other catégories are converted to the
same base as the Education and Communications category, the other
categories follow the same trend as the Education and Communications
category, but each of their CPIs are above those for the Education and
Communications category.

Chart 2 plots the percent annual change in the CPIs for each
Category. The annual percent changes are quite volatile. CPIs for the All Items
less Food and Energy category are the least volatile. For the period 1993-2002

where all categories can be compared, the Education and Communications

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
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category has the most volatility. The annual percent changes in CPIs for the
Education and Communications category range from about 1 percent to 4
percent while the percent ¢hanges for the other categories range from about 1
percent to 3 percent.

If the Commission determines that prices for flat-rate local residential
service and single-line business sérvice should reflect retail consumer prices,
the CPI could be used as an inflation-based index. A broad index such as the
All Items category will present the most competitively priced index because no
single category can dominate the index. A more narrowly defined index such
as the Education and Communications category may more closely reflect the
price behavior of flat-rate local residential service and single-line business
service. However, pricing in the more narrowly defined categories may be
influenced by noncompetitive behavior and specific events. For a broad-based
index I would recommend the CPI for the South Urban All Items category. I
would recommend the CPI for the Education and Communications category for
a moré narrowly defined index.

If the CPI were used as the inflation-based index, should a
productivity or X- factor adjustment be included?

No. Consumer prices as measured by the CPI have already
incorporated productivity impacts. Because of its broad coverage, we can
assume that the CPI represents competitively determined prices. Competitive
prices will reflect changes in productivity. For example, if wages rise by 5

percent and worker productivity rises by 5 percent, there would be no change

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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in the retail price. If workér_ productivity increases more than wage rates, the
retail price would decline. If worker productivity increased less than the wage
fate, retail prices would increase. Thus, ceteris paribus, competitive prices
need no adjustment for productivity.

Another reason for not including a productivity adjustment is the lack
of a good prdoductivity measure. The CPI is a mixture of goods and services.
What is the productivity for the service sector or for individual services? What
is thé productivity of the telecorimunications industry?

Please provide some details describing the PPI and its usefulness as
an inflation-based index for the purpose defined in the statute.

The PPI measures changes in the selling prices received by domestic
producers of goods and services. The target set of goods and services is the
entire marketed output of U.S. producers. Imports are excluded. Although PPI
coverage of Service outputs is increasing, it is still very limited. Improved
coverage of the service sector will be needed as the U.S. economy continues
its shift toward more services and away from basic manufacturing. The PPI for
the Finished Goods category is the most common of the producer price
indices.

Exhibit (JES-2) shows the PPIs for the All Items catégory, Finished
Goods category, Finished Goods less Food and Energy category, and Electronic
and Other Electrical Equipment and Components category for the period 1980-
1992. This exhibit also shows the percent annual change in the PPI for each

category. PPIS increase each year for each category except Electronic and

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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Other Electrical Equipment and Supplies where the PPI increases each year

until 1993 and then decreases each year.

Charts 2 and 3 plot the yearly indices and the percent annual change

in the PPIs for each category, respectively. It is readily apparent from Chart 3
that the PPI for the Finished Goods less Food and Energy rises most rapidly
during this period. The PPIs for the Finished Goods category and the All Items
category follow each other fairly closely and do not increase as rapidly as the
Finished Goods less Food and Energy category. The PPIs for the electronic and
Other Electrical Equipment and Supplies category are generally much lower
than the other categories and begin a declining trend in 1995.

Chart 3 plots the percent annual change in the PPI for each category.
The percent annual changes in the PPIs are quite volatile. The least volatile of
the categories is Electronic and Other Electrical Equipment and Supplies. In
general the volatility of the PPI is greater than the volatility of the CPI. Thus,
the changes in the PPI are not passed directly through to the CPI. Productivity
changes in the producing sector may absorb some of the annual changes in
the PPI, and retail market conditions may prevent price changes at the
producer level from being passed on to the consumer level.

I would not recommend that a PPI be used as an inflation-based
index for the purpose defined in the statute. The telecommunications industry
has a large service component that is not captured by the PPI. Also, since the
PPIL is a measure of input prices, it does not reflect productivity impacts on the

prices consumers pay for finished goods and servies. A productivity

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
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"adjustment may be appropriate when using a PPI, but no good productivity
measure exists.

Please provide some details describing the GDP-Deflator and its
usefulness as an inflation-based index for the purpose defined in the
statute.

The GDP-Deflator combines the inflation experienced by governments
(federal, state, and local), businesses, and consumers. It is perhaps the most
inclusive of all price indices. A recent improvement to the GDP-Deflator has
been the development of the chain-type price indices. The chain-type price
index is an aftempt to compensate for improvements in product quality and
the changes in consumption patterns in response to relative price changes. I
have used the chain-type price deflator in my analysis. However, the chain-
type price deflator is virtually identical to the standard GDP-Deflator which is
generally called the implicit price deflator.

Exhibit (JES-3) shows the chain-type GDP-Deflators for the period
1980-2002 for the Gross Domestic product category, Total Personal
Consumption Expenditures category, Service Expenditures category, and the
Telephone and Telegraph category. Percent annual changes in the GDP-
Deflator are also shown in Exhibit (JES-3). The GDP-Deflators have shown
continual increases over this period for the Gross Domestic Product category,
Total Personal Consumption Expenditures category, and the Services
Expenditures category. The GDP-Deflator has fallen each year since 1997 for

the Telephone and Telegraph Expenditures category.

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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Chahr‘t~5A plots the GDP-Deflator &)r each category. The deﬂ-a-tors for the
Gross Domestic Product and Total Personal Consumption Expenditures are
nearly identical over the entire period. The GDP-Deflator for the Services
Expenditures is below all others until 1996 when it rises above all others. Each
of these categories an increasing trend in the value of its GDP-Deflator.
However, the GDP-Deflator for the Telephone and Telegraph category appears
to have very little or no correlation with the other categories. The GDP-
Deflator for the Telephone and Telegraph category rises rapidly from 1908 to
1986, remains fairly stable until 1997, and then declines.

Chart 6 plots the percent annual change in the GDP-Deflator for each
category. With the excéption of the Telephone and Telegraph category, the
percent annual change in the GDP-Deflator for each category generally has not
experienced the annual volatility of the PPIS. The percent annual change in the
GDP-Deflator for the Telephone and Telegraph category exhibits substantial
volatility. In genéral, the percent annual change in the GDP-Deflators tends to
follow a similar trend as the percent annual change for the CPI categories.

If the Commission desires an inflation-based index that includes both
a producer and a consumer component, the GDP-Deflator would be
appropriate. I would recommend using the GDP-Deflator for Total Personal
Consumption Expenditures. This category is broad enough to represent
competitive prices and includes both goods and services. The Services

Expenditures category could be used, but it does not include expenditures for

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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goods. The same criticism holds for the Telephone and Telegra—;;h category
which is a subset of the Servic¢es Expenditures category.
If a GDP-Deflator were used as the inflation-based index, should a
productivity or X- factor adjustment be included?

No. I would not include a productivity adjustment t0 a GDP-Deflator.
A productivity adjustment would be inappropriate for the same reasons it is
inappropriate for a CPI inflation-based index. The prices goods and services
purchased by consumers already include the impacts of productivity. Also, I do
not know how the productivity of the telecommunication industry is, can, or
should be measured. Is it the productivity of the manufacturing of
telecommunications equipment? Is it the productivity of the call centers in
taking calls and resolving complaints? Is it the productivity of the sales force in
signing up new customers or selling more functions and services to customer?
How can these be integrated into a single measure of productivity?

Should the volatility of the inflation-based index be of concern?

If the Commissioners are concérned about price stability, the volatility
of the inflation-based index is a concern. Some of this concern can be
alleviated by selecting a CPI or a GDP-Deflator as an index. Volatility can be
reduced further by using some average index such as a five-year moving
average. Exhibit (JES-4) shows the five-year moving average of the CPI for the
South Urban All Items category and the Education and Communications
category and of the GDP-Deflator for the Total Personal Consumption

Expenditures category and the Services Expenditures category. The percent

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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annual change for the five-year moving _average price indices is also shown in
this exhibit.

Charts 7 and 8 plot the data shown in Exhibit (JES-4). The five-year
moving average lessens the peaks and valleys in the annual price index series.
Using a five-year moving average price index would result in smallér annual
changes in the prices of flat-rate local residential service and single-line
business service.

Do you recommend a specific inflation-based index to comply with
the statutory requirements?

My analysis indicated that either a CPI-based index or a GDP-Deflator-
based index may be appropriate. If I had to select one specific index, I would
choose the GDP-Deflator for Services Expenditures. This category included
expenditures for telephone and telegraph and is broad enough to refléct
competitive pricing. Also, the GDP-Deflator is a combination of producer
(wholesale) prices and consumer (retail) prices. The GDP-Deflator also is
attempting to incorporate changes in quality and changes in consumption
patterns into its price index.

My second choice would be the CPI for Education and
Communications. This category includes telecommunications and is broad
enough to reflect competitive pricing. Quality changes and changes in
consumption patterns are just beginning to be considered in the CPI.

If price stability is a major concern, I would recommend using a five-

year moving average for the price index selected. A five-year period is long

PUBLIC SERVICE COMMISSION OF SOUTH CAROLINA
101 Executive Center Drive, Columbia SC 29210
Post Office Box 11649, Columbia SC 29211
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enough to lessen the peaks and valleys that occur in the price index and short
enough to Capture changing trends.
Q. Does this conclude your testimony?

A. Yes.
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Chart 5
Chain-Type Price Deflator
1996 = 100

120

110

100

90

80

Deflator Index

70

60

50

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Year

—e— Gross Domestic Product —#— Personal Consumption Expenditures - Services Expenditures —— Telephone and Telegraph mxva:a_eam




ACCEPTED FOR PROCESSING - 2019 October 24 10:23 AM - SCPSC - 2002-408-C - Page 23 of 25

Chart 6
Chain-Type Price Deflator
Percent Annual Change
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Chart 7
Five-Year Moving Average Price Index
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Chart 8
Percent Annual Change in Five-Year Moving Average Price Index
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